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CASE STUDIES IN AUDITING PROCEDURE 
F O R E W O R D 
I n 1941, when the short form of auditors' report 
now in general use was recommended by the American Institute of 
Accountants, it incorporated for the first time two significant state-
ments relative to the scope of the examination. These were (1) "Our 
examination was made in accordance with generally accepted audit-
ing standards," and (2) The examination "included all procedures 
which we considered necessary." During recent years the Committee 
on Auditing Procedure of the American Institute of Accountants 
has given a great deal of consideration to the development of a more 
explicit statement of the meaning of generally accepted auditing 
standards. Comprehensive papers were presented by members of 
the Committee at the last annual meeting of the Institute and the 
Committee expects to publish a statement on the subject in the 
near future. The substance of the generally accepted standards 
tentatively adopted by the Committee may be summarized as follows: 
General Standards 
1. The examination is to be performed by a person or persons having 
adequate technical training and proficiency as an auditor. 
2. In all matters relating to the assignment an independence in mental 
attitude is to be maintained by the auditor or auditors. 
3. Due professional care is to be exercised in the performance of the 
examination and the preparation of the report. 
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Standards of Field Work 
1. The work is to be adequately planned and assistants, if any, are to 
be properly supervised. 
2. There is to be a proper study and evaluation of the existing internal 
control as a basis for reliance thereon and for the determination of the 
resultant extent of the tests to which auditing procedures are to be 
restricted. 
3. Sufficient competent evidential matter is to be obtained through 
inspection, observation, inquiries and confirmations to afford a reason-
able basis for an opinion regarding the financial statements under 
examination. 
Standards of Reporting 
1. The report shall state whether the financial statements are pre-
sented in accordance with generally accepted principles of accounting. 
2. The report shall state whether such principles have been consist-
ently observed in the current period in relation to the preceding period. 
3. Informative disclosures in the financial statements are to be re-
garded as reasonably adequate unless otherwise stated in the report. 
A consideration of the foregoing summary of standards will indi-
cate that auditing procedures are the means by which the inde-
pendent auditor attains or complies with the generally accepted 
auditing standards applicable to field work. Auditing procedures are 
so numerous and should be varied so greatly to meet particular 
circumstances that it is not possible to make an enumeration of pro-
cedures which would be applicable generally, or even widely. It is 
natural that this is the case because if the examination of accounts 
and financial statements could be reduced to a stereotyped check list 
of instructions, there would be no need for a public accounting 
profession. Experienced professional judgment determines the scope 
and nature of audit procedures to be followed in each individual 
engagement. 
It is the view of the Committee on Auditing Procedure that the 
most satisfactory method of presenting auditing procedures is the 
preparation of a series of case studies illustrating the auditing pro-
cedures adopted and applied in actual examinations. Accordingly, 
each member of the Committee has been requested to submit a 
comprehensive description of audit work performed on a complete 
engagement. The following excerpt from the memorandum sub-
mitted for the guidance of the members of the Committee will 
indicate the general nature of the studies: 
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"It is believed that the case study material would be rendered more 
valuable, both to the practitioner and student, if an entire examination 
is covered. It is suggested therefore that each member of the Committee 
on Auditing Procedure should select a case within his own practice 
which he considers typical of current practices and procedures and that 
he should prepare a complete written audit program which will be fully 
descriptive of the work which actually took place. In this connection, it 
is important that actual procedures should be described even though the 
member may feel upon reconsideration and with the benefit of hindsight 
that certain modifications of the program should have been made. The 
principal purpose of the case study material is to illustrate typical current 
practices and not to set forth perfect or ideal models which might be 
misleading and perhaps even dangerous to hold out as representative of 
current practice. If rather complete information can be given as to the 
system of internal control and other pertinent circumstances the cases 
should bring out the importance of professional judgment in the selection 
and application of procedures as the principal means by which the inde-
pendent accountant complies with generally accepted auditing standards." 
The accompanying memorandum represents a case study submitted 
by one of the members of the Committee covering an examination 
of a department store. This case study is not a representation of the 
views of the Committee on Auditing Procedure; it has not been 
reviewed by the various members of the Committee. It represents the 
description of the auditing procedures which were actually followed 
in the particular case by one member of the Committee. The audit-
ing procedures described may be applicable only due to particular 
circumstances surrounding this examination and, even in this case, 
alternative procedures might have been used to accomplish the 
general audit objectives. 
The Committee hopes that the case study material will serve a 
useful purpose not only within the profession, but also in the various 
colleges and universities throughout the country which offer ad-
vanced instruction in accounting and auditing subjects. 
Committee on Auditing Procedure 
September, 1947. 
CASE STUDIES IN AUDITING PROCEDURE 
No. 3: A DEPARTMENT STORE 
INTRODUCTION 
During the year 1946, department stores in the United States had 
sales in excess of nine billion dollars. Since this amount represents a 
sizable segment of the national economy, it may be worth while to 
consider the problems encountered in the audit of a department store. 
The succeeding pages present the audit program of a firm of public 
accountants used in the performance of their work incident to a depart-
ment store engagement. In order to clarify the reasons underlying certain 
of the audit steps performed, there is presented such additional informa-
tion as may be necessary for a proper understanding; examples of this 
additional information are the brief description of the "retail method of 
inventories" and the reference to the Expense Manual published by the 
Controllers' Congress of the National Retail Dry Goods Association. 
The client operates a department store with sales in excess of 
$10,000,000. The large volume of transactions involved is indicated 
by the fact that the average sales check for the year audited was approxi-
mately $3. Therefore, more than 3,000,000 sales checks were written 
covering at least that many items sold. The volume of the transactions 
and the large number of items of merchandise stocked has resulted in the 
segregation of operations by departments as part of the effort to establish 
more effective control. This departmentalization has extended to the 
physical stocks, to the buying and selling, and to the accounting. In most 
respects, each department is operated somewhat like an independent unit. 
The store does not operate all departments located within its premises; 
some are leased by outsiders. The operation of leased departments is fully 
integrated with the operation of the other departments. The selling is 
done by employees of the store; the transactions are recorded as if they 
were transactions of owned departments. However, the buying is done 
by outside owners of the departments, and the inventory is their property. 
The rental for the space occupied is usually a percentage of sales. 
Characteristic of department stores is the division of the business into 
so-called spring and fall seasons ending July 31st and January 31st. It is 
usual to close profit and loss accounts at the end of each season and to 
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take physical inventories as part of the closing. These dates are natural 
for retail establishments inasmuch as at both dates business is at its 
seasonal ebb with the incidental advantage of low inventories and 
accounts receivable. Fiscal years of department stores therefore usually 
end at either July 31st or January 31st; the client's ends on January 31st. 
There exists in the retail field an aggressive national organization, the 
National Retail Dry Goods Association. The organization, among other 
things, functions effectively in the interchange of information concerning 
accounting methods and procedures as well as operating results. Various 
operating statistics published by the organization are used by individual 
stores as goals and measures of performance. Another source of current 
statistics on department store sales may be found in bulletins of the 
Federal Reserve Bank system. 
In order to show in a general way the accounts involved in a typical 
department store operation, there follow the balance sheet and the profit 
and loss statement of a department store (not the client) based on a 
recently published annual report: 
B A L A N C E S H E E T 
January 31, 1947 
A S S E T S 
CURRENT ASSETS: 
Cash in bank and on hand $ 750,000 
Customers' receivables: 
Charge accounts, less reserves . . . . 500,000 
Installment accounts, less reserves . . . 200,000 
Inventories of merchandise—on the basis of 
cost or market whichever is lower as deter-
mined by the retail method of inventories 2,800,000 
Sundry debtors 50,000 $ 4,300,000 
OTHER ASSETS 100,000 
FIXED ASSETS—at cost, less depreciation: 
Land and buildings $ 700,000 
Store fixtures and equipment 400,000 
Delivery equipment 50,000 1,150,000 
DEFERRED CHARGES: 
Prepaid taxes, insurance, etc $ 25,000 
Inventories of supplies 25,000 50,000 
$ 5,600,000 
L I A B I L I T I E S 
CURRENT LIABILITIES: 
Trade accounts payable $ 500,000 
Accrued expenses: 
Salaries, commissions and bonuses . . . 100,000 
Miscellaneous 50,000 
Federal taxes on income 600,000 
Other current liabilities: 
Withholding taxes, sales tax, etc. . . . 25,000 
Sundry creditors 25,000 $ 1,300,000 
CAPITAL STOCK AND SURPLUS: 
Capital stock $2,000,000 
Earned surplus 2,300,000 4,300,000 
$5,600,000 
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PROFIT AND LOSS STATEMENT 
Year Ended January 31, 1947 
Net sales (including those of leased departments) $12,000,000 
Cost of goods sold, selling, operating and ad-
ministrative expenses, exclusive of items listed 
below 10,500,000 
$ 1,500,000 
Deduct: 
Maintenance and repairs $150,000 
Depreciation 100,000 
Taxes, other than federal taxes on income 50,000 300,000 
$ 1,200,000 
Add nontrading income—net 50,000 
$ 1,250,000 
Provision for federal taxes on income . . . . 500,000 
Net profit . . . . . . . . . . . . $ 750,000 
12 
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The work incident to the annual audit is spread over the fiscal year as 
follows: 
a. Review of system in internal control—1 senior and 1 assistant for 
approximately 2 weeks in August or September. 
b. Confirmation and aging of accounts receivable—1 senior and 2 
assistants for approximately 2 weeks, namely, last week of October 
and first week of November. 
c. Observation of physical inventories—1 senior and 9 assistants on 
various dates in January. 
d. Cash count—1 senior and 5 assistants for evening of January 31st. 
e. Final work—1 senior and 4 assistants for approximately 3 weeks 
after the close of the fiscal year, beginning about February 20th. 
This arrangement to work on the engagement at different times is 
for the convenience of both the client and the auditors because it 
minimizes the peak load at the end of the year. 
At a date well ahead of the end of the fiscal year in a conference with 
the client, decision was made as to what working paper schedules for 
use in the audit would be prepared by the client's staff. At that confer-
ence, changes in accounting procedures initiated during the year or 
contemplated in the future were discussed in relation to the system of 
internal control and to the auditing procedures. Accounting problems 
which arose during the year were discussed and settled. The form and 
content of the report on financial statements to be rendered upon the 
conclusion of the audit were discussed. At the same time, the foregoing 
definite dates were set for the start of the various phases of the audit work. 
INTERNAL CONTROL 
General 
1. Review the permanent file working papers and familiarize yourself 
with the system in use at the time of the previous audit. 
2. Ascertain from the controller whether there have been any 
changes in the meantime. 
3. Revise the permanent file to incorporate any changes. 
4. Determine and discuss in the current working papers whether the 
changed procedures are appropriate in the light of all circumstances. 
5. Observe the system in actual operation. In this connection bear in 
mind that your examination is supposed to answer two questions: 
a. Is the system as designed adequate? 
b. Is the system as designed being followed? 
In doing this work, you should not rely on the word of the department 
heads. Rather, you should follow step by step the work being done and 
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interview the persons actually performing the work. It is advisable to 
outline the procedures in the current working papers, in some detail, not-
withstanding the fact that the permanent file working papers contain a 
condensed outline. 
Cash receipts—system 
Cash receipts are classified as follows: 
1. Received by cashiers: 
a. Payments for cash sales. 
b. Payments of accounts by customers. 
c. Other, e.g., payment of toll calls, and income from vending 
machines. 
2. Received by mail: 
a. Payments of accounts by customers. 
b. Payments by collection agents, e.g., C.O.D. sales collected by 
delivery service companies, attorney's collection on bad accounts. 
c. Other, e.g., refunds from suppliers and receipts from sale of waste. 
Payments for cash sales are received by cashiers on the selling floors 
and are recorded on cash registers. After the close of business each night, 
the cash accompanied by a tally is turned over to the general cashier's 
office. Copies of the sales checks written during the day, including cash 
and charge sales, are given each night to the sales audit department 
where they are broken down, in addition to various other breakdowns, 
into cash sales, charge sales, etc. 
Payments on customers' accounts are received by designated cashiers. 
They are recorded on cash registers. The machine, at the same time, 
prints a receipt in duplicate, the original of which is given to the person 
making the payment and the duplicate to the sales audit department 
where a summary is prepared. 
For other receipts, a special receipt ticket is prepared in duplicate by 
cashiers authorized to accept such payments. The money is recorded on 
a cash register. One copy is given to the payor and the other one clears 
through the sales audit department. 
Receipts by mail are received by mail openers. A listing of currency 
and postage is made, but checks are not listed. Receipts for payments 
on customers' accounts are transmitted to cashiers and are handled in 
the same way as outlined above. All other receipts are first given to the 
department concerned. There a receipt ticket is issued in duplicate. One 
copy is retained in the department and the other copy accompanies the 
cash to the cashier. The list of currency received is retained by the mail 
clerk as a reference in case of a later claim. 
Each night all cash registers are read by employees not connected with 
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either the sales force or the cashier's office. The registers are set back to 
zero. The register tapes are removed and sent to the sales audit depart-
ment where the reading is compared with the amount of money turned 
over to the general cashier. An outside agency is used to detect failure 
to ring up sales. 
The deposit to the bank covers as a rule all receipts of the preceding 
day. An exception is made only when the cashier anticipates a need for 
additional currency for the following day's business. In this case, the 
deposit varies from the receipts. The difference, usually in multiples of 
$1,000, is charged to the cashier's fund and is cleared the following day 
by a deposit in excess of the day's receipts. 
The general cashier reports the day's deposit, together with the 
accounting classification supplied to him by other departments, to the 
accounting department. All other departments report independently cash 
receipts handled through their departments to the accounting department 
where they are compared with the cashier's report. 
Cash receipts—auditing procedures 
1. Inquire whether cash registers are read periodically by employees 
other than a member of the sales force or a member of the cashier's 
department. 
2. Determine that cashiers have no access to the keys used to set back 
the recording device to zero. 
3. Determine whether an outside agency is used to detect failure 
to ring up sales. Review several reports rendered by the agency. 
4. Inquire into the handling of miscellaneous receipts (such as sales 
of scrap, insurance claims, and income from vending machines). 
5. Determine that receipts are deposited daily. 
6. Compare for one week daily totals on customers' accounts shown 
by the cash book with: 
a. Totals reported by accounts receivable cashiers. 
b. Totals posted to the accounts receivable controls. 
7. Compare for one week daily receipts from cash and C.O.D. sales 
shown by the cash book with the totals compiled in sales audit division. 
8. Compare for one week miscellaneous receipts shown by the cash 
book with the independent reports sent to the accounting department. 
If independent reports are not available, make such checks as are pos-
sible and determine whether additional steps should be taken to insure 
that the receipts from these sources are accounted for in full. 
9. Foot and crossfoot cash receipts book for one month. 
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10. Reconcile total deposits shown by bank statements with receipts 
shown by cash book for one month. 
11. Trace deposits of receipts from the cash receipts book to the bank 
statement for one week. 
12. Check postings of all totals in cash receipts book to general 
ledger for one month. 
Cash disbursements—system 
Cash disbursements are classified as follows: 
1. By check: 
a. Merchandise and expense items 
b. Special items, e.g., customers' refunds and damage claims. 
2. By currency: 
a. Payroll 
b. Special items, e.g., customers' refunds and damage claims. 
Merchandise and expense items are entered on the accounts payable 
department records after receipt of merchandise or services. At the same 
time, the preparation of a voucher check is started by filling out the 
voucher portion thereof. The voucher check, together with the supporting 
documents, is sent for approval to the accounting department and after-
wards returned to the accounts payable department and filed until 
payment is due. In the interval, additional invoices may be posted to the 
voucher and are approved in the regular course of business. At the due 
date, the check portion of the voucher is filled out by accounting 
machine and the check is signed and mailed. The duplicate voucher 
check is filed alphabetically. The machine tape, together with the tripli-
cate voucher, serves as the check register. 
Other payments by check are supported by disbursement vouchers 
signed by a responsible official. The voucher check is prepared and 
approved in the regular manner and the check is executed. 
A summary of the daily disbursements, together with machine tapes, 
is given to the accounting department. Cancelled checks are received 
directly from the bank by the accounting department and there the 
bank accounts are reconciled. 
Cash disbursements for payroll will be referred to later. 
Disbursements in currency for other items, such as customers' refunds 
and damage claims, are made by the general cashier from his imprest 
fund. Payments are based on properly executed vouchers. Approximately 
twice a week, these vouchers are presented for reimbursement to the 
accounting department. They are inspected for regularity, summarized 
for entry on the books and stamped "Paid". A disbursement voucher 
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is drawn, signed by the head of the accounting department, and a check 
is issued in the routine manner. 
Cash disbursements—auditing procedures 
1. Determine that vouchers are approved for payment only if sup-
ported by proper documents. 
2. Determine that invoices are properly cancelled when approved 
for payment so as to prevent their re-use for duplicate payment. 
3. Determine that checks are never made out to bearer or to cash. 
4. Determine that bank accounts are reconciled periodically by em-
ployees independent of the cashier's office. 
5. Foot and crossfoot cash disbursements book for one month. 
6. Check postings of all totals to general ledger for one month. 
7. Trace transfers between banks and see that they are recorded 
simultaneously. 
8. Reconcile total cash disbursements per bank statement with total 
disbursements per cash book for one month. 
9. Pick at random 50 cancelled checks in payment of merchandise or 
expense invoices spread through the current fiscal year and call for 
supporting invoices, noting particularly: 
As to checks: 
Amount and name of payees 
Signatures 
Endorsements 
As to vouchers: 
Approval for receipt of goods or services 
Approval of prices, discounts, and calculations 
Buyer's approval 
Approval for payment 
Some form of designation on invoices that they have been paid. 
10. Similarly compare refund checks issued to customers with refund 
vouchers for one day. Examine refund vouchers to make sure that they 
do not bear any indication of having previously been paid in currency. 
Provision for the testing of the authenticity of refund vouchers is made 
under the sales audit section of this program. 
11. As to items that are not processed through the accounts payable 
records, substantiate the disbursements for one day by reference to can-
celled checks and underlying documents. 
12. Investigate currency disbursements (except payroll which is 
covered under the payroll section of this program) for one reimbursement 
period as follows: 
a. Total disbursements and agree with reimbursement check. 
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b. Inspect the disbursement vouchers, noting especially (1) approval 
for disbursement by authorized official, (2) dates of invoices 
and/or receipts, (3) alterations or erasures. 
c. See that vouchers are properly cancelled to prevent their use for 
a second reimbursement. 
d. Check to determine that distribution of disbursements has been 
made to proper accounts. 
Accounts receivable—system 
Charge accounts receivable are kept under a cycle billing system, the 
main features of which may be summarized as follows: 
a. Sales checks, credit slips, and remittance slips are sorted and filed 
alphabetically by customers' names in specially designed trays; 
b. Until the end of the cycle, of which there are 20 ending on 
various days of the month (customers are assigned to the cycles 
in alphabetical order); 
c. At which time postings are made by means of accounting ma-
chines—from the checks and slips representing all the transac-
tions for the month—to statements of customers included in 
that particular cycle; 
d. One by-product of which is a separate summary of the transactions 
on an account card maintained for each customer and another 
by-product is a proof sheet of the final balances of the individual 
accounts which serves as a trial balance; 
e. The customers' statements and supporting sales checks, etc., are 
photographed on microfilm and then mailed to the customers. 
The accounts receivable department maintains a controlling account 
for each cycle and one for the total charge accounts. Postings to these 
control accounts are made daily from totals developed by the sales audit 
department: 
a. Charge sales checks are totaled by the sales audit department; the 
sales checks, together with the totals, are given to the accounts 
receivable department. 
b. Payments on customers' accounts are received by cashiers. Dupli-
cate receipts are totaled in the sales audit department and are 
forwarded, together with the totals, to the accounts receivable 
department. 
c. Customers' returns, refunds, etc., clear through the sales audit 
department and are forwarded to the accounts receivable 
department. 
In the accounts receivable department, the details are filed in trays 
and the totals are posted to the control accounts. 
At each cycle billing date, the total of the trial balance per accounting 
machine proof sheet is compared with the cycle control. Differences of 
larger amount, say over $200, are investigated. Smaller differences are 
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written off to profit and loss. In this way, at each cycle billing date, the 
detail is in agreement with the control account. Under the cycle billing 
method, which has as its principal advantage the elimination of billing 
peaks, trial balances of the detail ledgers are staggered throughout the 
month. However, at the end of each calendar month the total of the 
charge accounts receivable as shown by the department cycle controls is 
reconciled to the general ledger control account. 
Installment accounts are handled by cashiers who post all transactions 
to the customer's ledger card and at the same time to a pass book which 
remains in the customer's possession. The method in use is substantially 
that employed by the majority of savings banks for depositors' accounts. 
Sales checks reach the department from the sales audit department 
accompanied by a total of the day's sales. They are posted to the detail 
accounts and the total is posted to a control account. Each daily posting 
is balanced by comparing the machine total with the posting to the 
control. Installment payments are received by the cashiers and posted to 
ledger cards and pass books; the daily total is posted to the control. Cash 
refunds are made by cashiers and treated in the same way as cash 
receipts. Sales returns are handled in the same way as sales. At the end 
of each calendar month, the department takes a trial balance of the open 
installment accounts and reconciles it to the department control and 
to the general ledger control account. 
C.O.D. accounts receivable detail consists of copies of sales checks. 
The sales checks, accompanied by totals, are supplied to the department 
by the sales audit department daily. The totals are posted to department 
control account and the sales checks are filed. Cash payments from 
delivery service companies are accompanied by sales check stubs. The 
sales audit department proves the cash received by running a tape of 
the stubs and sends the stubs and the tape to the C.O.D. accounts 
receivable department. There the totals are posted to control accounts 
and sales checks to match the stubs are removed from the file of open 
items. Each month a trial balance of the C.O.D. accounts is taken and 
reconciled to the department control and to the general ledger control 
account. 
Layaway sales are another source of accounts receivable. A sales check 
is written at the time of sale and the merchandise is segregated from 
stock and held for the account of the customer until some future date. 
During the interim period, the customer may or not make payments on 
account. At the settlement date, a definite method of payment is agreed 
upon, whether it be cash, charge, C.O.D. or installment. The sale is taken 
into income at the time the sales check is written. Sales checks are 
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accumulated and totalled daily by the sales audit department and fur-
nished the layaway department. There the sales checks are attached to 
ledger cards for the customers after the merchandise has been stored 
away and the totals are posted to a control account. Payments are 
received by designated cashiers and duplicate receipt tickets are routed 
through the sales audit department to the layaway department where 
the details are posted to individual ledger cards and the totals to the 
control account. Accounts are disposed of by payment in full by the 
customer or by a transfer of the unpaid balance to other receivable 
departments or by return of the merchandise to stock and refund of 
payments. All these transactions clear through the sales audit department. 
Each month, a trial balance of the layaway accounts is run and recon-
ciled to the control accounts. 
Accounts receivable—auditing procedures 
For all types of accounts 
1. Determine that there is a distinct separation between the credit 
department and the accounts receivable department inasmuch as the 
former, at times, handles cash. 
2. Inquire into the method employed in the collection of accounts 
written off to determine that bad debt recoveries are properly accounted 
for. 
3. Determine that entries in departmental control accounts are based 
on totals compiled by other departments and that transfer journal 
entries originating in the accounts receivable department bear proper 
approval. 
4. Inspect monthly reconciliations between departmental details and 
general ledger controls to see that reconciliations are made every month. 
5. Inspect journal entries covering bad debts written off for the 
approval of controller. 
6. Secure from collection agencies and attorneys a list of collections 
made in a recent month and trace each item into the accounts. 
Charge accounts receivable 
1. Determine that bookkeepers working on accounts receivable 
ledgers have no connection with cashiers' work and that cashiers have 
no access to account trays or to statements sent to customers. 
2. Determine that the total of balances billed is compared with the 
cycle control at each cycle billing date. Note the size and the cumulative 
total of discrepancies for each month. For one cycle each month, compare 
the total of the trial balance with the control. 
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3. Check postings to the general ledger control for one month: to the 
cash book for cash receipts, to the sales audit department records for 
sales and sales returns, and to appropriate sources for other entries. 
4. From the photographic film of a cycle picked at random list 
credits other than cash and sales returns for 100 accounts in consecutive 
order. Have supporting documents extracted from the files and inspect 
them to see that they appear regular and are properly approved by an 
official not connected with the accounts receivable department (except 
for transfer journals which may be approved by the heads of the re-
spective sections). 
Installment accounts receivable 
1. Determine that a detail trial balance is taken every month and 
reconciled to the department control and to the general ledger control. 
Compare for each month tape totals with the reconciliation. Inquire into 
reasons for discrepancies, if any. 
2. Check postings to the general ledger control for one month: to 
the cash book for cash receipts, to the sales audit department records for 
sales and sales returns, and to appropriate sources for other entries. 
3. Prepare an analysis of departmental control for the last week of 
a recent month, listing the daily totals of the various classes of trans-
actions in order to do the following work: 
a. Check cash receipts to accounting machine tapes and to the cash 
receipts book. 
b. Compare sales and returns with accounting machine tapes and 
sales audit department records. 
c. Vouch credits other than cash and sales returns to supporting 
documents, noting that they appear regular and are properly 
approved. 
4. Secure list of currency received by mail from mail clerk for one 
week and trace to detail accounts, noting name of payor and date of 
posting. 
Layaway accounts receivable 
1. Determine that bookkeepers have no connection with the cashiers' 
work and that cashiers have no access to the ledgers. 
2. Determine that a detail trial balance is taken each month and 
reconciled to the department control and the general ledger control. 
Compare for each month tape totals with the reconciliation. Inquire into 
the reasons for discrepancies, if any. 
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3. Inspect merchandise for 1% of the accounts, working from the 
ledger to the merchandise and noting names of customers and numbers 
of sales checks. 
4. Check postings to the general ledger control for one month. 
5. Check one day's transaction to appropriate sources. 
Inventories—system 
The client uses the "retail method of inventories" which is the name 
applied to the type of perpetual inventory records maintained in retail 
businesses on the basis of retail price rather than cost price. The retail 
method is used most commonly in organizations handling a multiplicity 
of items to which the ordinary method of maintaining a separate card for 
each item cannot be applied because of the relatively small value of each 
item, the large number of transactions and the consequent prohibitive 
cost. It was evolved as the most satisfactory method of expediting stock-
taking and controlling the inventories of department stores. Basically, it 
is a compilation of inventories by departments at retail selling prices, 
made possible by the fact that it has long been the practice to attach a 
ticket or tag to each article of merchandise, plainly showing its selling 
price. The retail method has had general acceptance for many years, is 
approved by the Treasury Department for income-tax purposes, and 
has had the unqualified support of the National Retail Dry Goods Asso-
ciation. The Retail Method of Inventory by Malcolm McNair, a book 
first published over twenty years ago, remains the most authoritative and 
readable exposition of the subject. 
Under the retail method, every departmental transaction in merchan-
dise is expressed in terms of retail prices so that at any date the net 
balance of these transactions represents the departmental book inventory 
at retail prices. In addition to recording transactions relating to purchases 
and sales, it is necessary to reflect revisions of previously recorded retail 
prices; an increase in the original retail price is a mark-up and a decrease 
is a mark-down. As part of the statistical records in which these trans-
actions are entered at retail prices, pertinent cost figures are compiled 
which enable a computation of the cumulative percentage of mark-on. 
This percentage is computed by subtracting from (1) the total of the 
inventory at the beginning and purchases during the period at retail 
prices, (2) the total of the inventory and purchases at cost prices, and 
(3) dividing the remainder by the total of the inventory and purchases 
at retail prices. The cumulative percentage of mark-on is used to reduce 
the inventory at retail prices to cost or market, whichever is lower. The 
following is a simplified illustration of the factors involved: 
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Cost Retail 
Inventory at beginning . . . . $10,000 $15,000 
Purchases 30,000 50,000 
Inward transportation 2,000 
Mark-ups — 3,000 
Inventory and purchases . . . . $42,000 $68,000 
Sales $40,000 
Mark-downs less mark-down 
cancellations 5,000 
Total deductions $45,000 
Inventory at retail $23,000 
Inventory at cost or market which-
ever the lower ($23,000 less 
38.2% of $23,000) $14,214 
% of 
Mark-on 
33.3% 
36.0 
38.2 
All entries in the statistical department records are supplied by other 
departments: purchases at cost and at retail by the accounts payable 
department, sales and sales returns by the sales audit department, and 
retail price revisions by the selling departments. Merchandising reports 
issued periodically by the statistical department serve as a check on the 
correct recording of all data. Inasmuch as the inventories at retail are 
reduced to cost or market whichever is lower by cumulative percentages 
of mark-on for financial statement purposes, these departmental per-
centages are of the utmost importance. When a merchandise invoice is 
received, the buyer inserts the unit retail price for each item. The invoice 
accompanies the merchandise to the marking room and there price tickets 
are prepared for each unit. The invoice is returned to the accounts 
payable department. The retail price is extended and the invoice is 
posted to the departmental purchase journal at cost and at retail. The 
monthly totals of the purchase journal are posted to the statistical depart-
ment inventory records. Purchase returns are treated similarly. Depart-
mental sales totals are accumulated by the sales audit department. Price 
changes, i.e., mark-downs and mark-ups, are initiated in the selling 
departments which fill out a prenumbered price change form in triplicate, 
of which one copy remains in the selling department, one copy serves as 
authorization for the marking department to make out changed price 
tags, and one copy serves as a posting medium for the statistical 
department; these forms are numerically controlled by the statistical 
department. 
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Inventories—auditing procedures 
Original markings 
1. Visit the marking room to see that: 
a. Price tags are made out only from written retail prices placed on 
the invoice. 
b. Price tags are made out at once for all merchandise (an exception 
might be bulk merchandise, for which only the container is 
tagged). 
c. Invoices are transferred promptly from the marking room to the 
accounts payable department to prevent any change in retail price 
in the interval. 
2. Visit the warehouse to determine that marking there is properly 
controlled. 
3. See that in the case of returns to vendors the retail prices on the 
price tags are compared with the retail prices shown on the charge-backs 
to the vendors. 
4. Determine that the supply of price tags is controlled so as to 
prevent unauthorized use. 
Price changes 
1. In your visit to the marking room, see that price changes are made 
only from properly executed forms. 
2. Determine that mark-down forms are numerically controlled. 
For this purpose secure number and date of latest price change form 
used from ten selling departments and compare with the record main-
tained by the statistical department. 
3. Check footings and extensions of one day's mark-downs, and trace 
the day's totals into the monthly summary. 
4. Foot the monthly mark-downs for ten departments and check 
postings of mark-downs to statistical records of all departments for one 
month. 
5. Determine that mark-ups are not deducted from mark-downs in 
postings. Mark-downs should be included in the deductions at retail 
column, while mark-ups should be included in the purchases at retail 
column. 
6. See that mark-down cancellations are treated correctly as deduc-
tions from mark-downs and not as mark-ups. 
Purchases 
1. Check the posting of the cost, retail, and cash discount columns 
of the purchase journal to the statistical records of all departments for 
one month. 
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2. Scrutinize the departmental statistical records for large variances 
in month-to-month percentages of mark-on. Determine the cause for 
these variances by reference to the purchase journal and to individual 
invoices. 
3. To determine that the percentages of mark-on on merchandise of 
a department do not otherwise vary materially from the average percent-
age, scrutinize the purchase journal for two weeks and list large purchases 
with a low mark-on and secure explanations. 
4. Determine that paper boxes and alteration costs (which apply 
only to goods sold) are not included in cost and therefore in the calcu-
lation of mark-on percentages. However, inward transportation charges 
are proper inclusions. 
5. Determine that interdepartmental transfers bear a reasonable 
retail price when compared with outside purchases. 
Sales 
1. Check the postings to the departmental records for one month 
from the records of sales audit department. 
2. Reconcile total sales per statistical department to total sales per 
general ledger for the month. 
Trade creditors—system 
Invoices received are routed to the accounts payable department 
where receipt is noted by filling out in duplicate a form sometimes called 
an apron. One copy of the form remains in the department to control 
invoices and the other copy is attached to the vendor's invoice. The 
invoice is dispatched to the proper department for checking against the 
purchase order for prices and terms and goes from there to the receiving 
department. After receipt of merchandise and approval by the person 
ordering it, the invoice is returned to the accounts payable department 
where footings and extensions are checked. In addition thereto, the unit 
retail prices previously inserted by the buyer are extended and footed. A 
voucher is prepared and the cost and the retail figures are posted to the 
purchase journal. Totals are posted daily to departmental control ac-
counts. Debits to the control account arise mostly from cash disburse-
ments. Purchase returns follow the same procedure as vendors' invoices. 
Each month, a trial balance of all open vouchers is taken and reconciled 
to the departmental control and the general ledger control. 
Trade accounts payable—auditing procedures 
1. Ascertain what steps are taken to locate missing invoices. 
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2. Inspect file of invoice control copies, noting the age of old items 
and securing explanations. 
3. Determine that a trial balance of open vouchers is taken each 
month and reconciled with the departmental control and the general 
ledger control. Compare totals of tapes with totals of controls. 
4. Check postings to the general ledger control from purchase, cash, 
and other appropriate records for one month. 
5. Pick approximately fifty invoices at random from the purchase 
journal and see that they are properly approved for: 
Receipt of merchandise or services. 
Footings and extensions. 
Discounts and terms. 
Retail prices. 
Sales—system 
Sales checks are written in quadruplicate on prenumbered forms. 
The issuance of books of sales checks is not controlled. But once the first 
number of a book is used, the sales audit department controls the 
numerical sequence of the book. In all but a few departments merchan-
dise is released only on the strength of a properly executed sales check. 
Copies of all sales checks written are forwarded daily to the sales audit 
department. This department checks the numerical sequence of sales 
checks and traces all missing numbers daily. It checks footings and 
extensions of all sales checks in excess of a certain amount and test checks 
footings and extensions of sales checks of a lower amount by departments 
on a rotating basis. 
The sales checks are totaled and summarized in several ways; (1) by 
types: cash, charge, C.O.D., installment, and layaway sales, (2) by 
departments for the statistical records, and (3) by sales clerks for com-
mission purposes. The totals so developed are reported to other depart-
ments and form the basis for recording transactions. The totals developed 
by the sales audit department are compared with totals developed by 
other departments: cash sales against cash register tapes and cashier's 
report, and total of sales clerks' sales against tally of day's sales prepared 
by the sales clerk himself. 
Sales returns are treated similarly. They are recorded on prenumbered 
forms which must show receipt of the merchandise and approval of the 
return by a designated official. They are checked for numerical sequence 
and for clerical accuracy. They are summarized and recorded in the 
same way as sales. 
The sales audit department issues monthly reports which are checked 
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by the accounting department to reports issued by other departments. 
The monthly reconciliation of cash and accounts receivable affords 
another check on the figures emanating from several departments. 
Sales—auditing procedures 
1. Determine that sales audit department checks the numerical 
sequence of sales checks and compares the last number of one day and 
the first number of the following day. 
2. Ascertain the effectiveness of the follow-up of missing sales checks 
and determine what procedure is followed if tracing proves unsuccessful. 
3. Inquire to what extent footings and extensions of sales checks are 
being checked. Inspect correspondence with customers, etc., in connection 
with errors on sales checks for one week. 
4. Determine that sales audit department scans sales return checks 
for proper approvals, especially for the return of the merchandise. Inspect 
fifty sales return checks picked at random. 
5. Check breakdown of sales for three days by types of sales and by 
departments and see that they are in agreement. 
6. Trace the totals of the three days into the monthly sales summary 
and foot the monthly summary. 
7. Check the monthly totals into the general ledger. 
8. Trace one day's sales totals for each month into the monthly 
summary. 
9. Ascertain that the accounting department regularly compares the 
sales summary prepared by the sales audit division with the cash sales 
receipts and the charges to customers' accounts receivable in order to 
provide a current control of the accuracy of the work. 
Payroll—system 
Employment is effected through the employment office. The rate of 
pay and any subsequent changes are communicated in writing to the 
payroll office. The payroll office maintains addressograph plates for all 
employees which show name, serial number, social security number, and 
weekly rate of pay. Employees punch time cards. The timekeeping de-
partment summarizes the hours worked by each employee and supplies 
the information to the payroll office. The payroll office computes the 
earnings and the deductions and posts the amounts in one operation to 
the employees' individual earnings records and pay envelopes. As a 
by-product of this posting process, the accounting machine develops totals 
of the earnings and deduction columns by departments and cumulative 
28 Case Studies in Auditing Procedure 
totals for the year to date. A check is drawn for the total net payroll and 
forwarded together with the pay envelopes to the general cashier. The 
cashier obtains the necessary currency from the bank by cashing the 
payroll check, fills the pay envelopes and hands them to the paymaster 
who distributes them to the employees and obtains signatures for receipt 
of the envelope. Unclaimed envelopes are held by the paymaster for a 
number of weeks and are then returned to the general cashier for restora-
tion to the general funds of the client. 
The payroll department keeps control accounts and issues periodic 
reports. A monthly summary is furnished to the accounting department 
and serves as a basis for the entry on the books. The accounting depart-
ment reconciles the report with the cash disbursements and checks the 
computation of payroll taxes. Payroll tax returns are prepared by the 
payroll department, checked by the accounting department, and recon-
ciled with the liability accounts on the books. 
Payroll—auditing procedures 
1. Select at random ten time cards of a recent payroll in the time-
keeping department. 
2. Scrutinize these cards to see that all necessary time clock punches 
are recorded. 
3. Total the hours and compare with the total shown on the time 
card. 
4. Trace the number of hours to the payroll sheet and check the 
extension of hours and the rate as shown on payroll sheet. 
5. Check withholdings to appropriate sources. 
6. Test-check rates of pay of fifty employees as shown by payroll 
sheets to authorizations from the employment office. 
7. Test-check commissions paid to ten employees for one payroll 
period: 
a. Determine these employees' sales by reference to sales audit 
department records. 
b. Determine commission rate by reference to employment office 
records. 
c. Check extensions of sales times rate. 
8. Foot and crossfoot the payroll for five departments. 
9. Reconcile the total payroll per payroll department records (kept 
on a cash basis) with totals per general ledger for one month. 
10. Inspect signature list for one recent payroll period. List and 
investigate all changes entered in handwriting, i.e., changes made after 
the list had been prepared by addressograph. All changes should be 
initialed by the department head. 
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11. Investigate all missing signatures, an indication that the envelope 
was not claimed by the employee. 
Conclusions on internal control 
The primary purpose of the work done in connection with the system 
of internal control is the determination that the system is adequate to 
provide a proper basis for the submission of a professional opinion on 
the financial statements. The work has as its second objective the deter-
mination of whether the system is so designated as to minimize errors 
and defalcations. As to the first objective, previous audits have indicated 
that the system is adequate. As to the second objective, it is regrettable 
that there is no internal audit staff to supplement the work of the outside 
auditors and implement the latter's findings. The transactions are so 
numerous that, from necessity, the outside auditors are restricted to a 
comparatively limited test-check of detail transactions. As to supple-
menting the work of the outside auditors, a case in point would be a 
surprise cash count; the general cashier is custodian of a sizable fund, 
which is counted only at the year-end by the outside auditors; trans-
actions have been well controlled accountingwise, but there is no substi-
tute for a surprise cash count for the purpose of minimizing the danger 
of defalcations. 
1. For the purpose of the present audit, state in detail your conclu-
sions as to the two objectives. 
2. Discuss your conclusions with the controller. 
CASH IN BANK 
The client maintains two bank accounts, a general account and a 
payroll account. No detail cash disbursements book is maintained. An 
accounting machine tape and the triplicate voucher checks take its 
place. The totals are summarized daily by accounting classifications. 
The number of checks issued is comparatively large; individual amounts 
of 95% of the checks are less than $5,000, the majority being less than 
$1,000. 
1. Obtain confirmations from banks as to balances on deposit as 
well as lists of any returned items redeemed by cash or by check during 
the fifteen day period beginning February 1, 1947, showing dates on 
which originally deposited. 
2. Foot bank reconciliations handed to you by client. 
3. Agree the balance per bank shown by these reconciliations with 
the confirmations received directly from the banks. 
4. Agree the deposit in transit shown by the reconciliation of the 
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general account with the amount confirmed by the bank in reply to our 
request sent at the time of the cash count. 
5. Reconcile the amount of the deposit in transit with the last day's 
receipts in total as recorded in the cash book. 
6. Obtain bank statements and paid vouchers for the month of 
February directly from the banks. 
7. Check paid checks over $50 dated prior to February 1st to the 
list of outstanding checks and paid checks over $250 dated prior to 
February 1st to duplicate vouchers to make certain that checks dated prior 
to February 1st were included in the outstanding list at January 31st. 
8. If any checks of substantial amount included in the reconciliation 
at January 31st remain outstanding at February 28th, determine whether 
irregularity attaches to them. 
9. Where checks of relatively material amount were outstanding at 
the conclusion of the previous audit, inspect the canceled checks, if 
they do not appear on the current reconciliation. 
10. Investigate the nature of any items charged back by the bank as 
revealed by the bank confirmations and determine the cause of uncol-
lectibility. 
CASH ON HAND 
The client, of necessity, has a considerable amount ($75,000) of cash 
on hand to make change, especially at the beginning of the day, to cash 
checks for the convenience of customers, etc. During the day, cash is 
in the hands of cashiers on the selling and service floors, but every night 
all change funds and the day's receipts are turned over to the general 
cashier. Floor cashiers' change funds, $25 to $500 each, are kept 
separately in cashiers' change bags at these fixed amounts. The excess 
of the contents of each cash register over this stated amount is the day's 
receipts. The day's receipts are counted immediately and made up into 
the day's deposits (deposits are made daily and usually cover all receipts 
of the day). The floor cashiers' change bags, approximately 500 in 
number, are counted a few each day by employees in the general cashier's 
office so as to cover all of them twice to three times a year. 
1. Cash on hand is to be counted in the general cashier's office after 
the close of business on January 31st, the end of the fiscal year. 
2. Obtain from the Controller's Office a list of all funds. 
3. All cash and its equivalent, such as securities, notes and postage 
stamps, are to be counted simultaneously and you are to maintain control 
at all times. In order to do that: 
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a. Inspect the vault and ascertain that all funds have been removed. 
b. Take keys in your custody and let nobody enter the vault except 
in your presence. 
c. As soon as funds are counted, they should be returned to the vault. 
4. Before starting the count, ascertain that the deposit covering the 
day's receipts has been prepared. This deposit is not to be counted by us, 
inasmuch as the bank will in any event make the count of the deposit. 
Scrutinize the checks being deposited and list unusual items such as 
amounts from officers and employees, and the client's checks drawn to 
its own order, to cash, or to payroll. Include in the bag containing the 
deposit our regular confirmation request reading as follows: "This letter 
accompanies a deposit made for the account of Company 
in the amount of $ After you have counted this deposit, will you 
kindly inform us directly, by indicating below, whether or not the total 
thereof agrees with the amount shown in the deposit slip and also furnish 
us with details of substitution made for any of the checks contained 
therein, if any, prior to clearing from your bank. Will you also advise us 
whether any funds have been added subsequent to the receipt of the 
original package containing this deposit to make up the total shown by 
the deposit slip." Seal the deposit bag, using our seal, place in the vault 
over night, and witness its deposit in the bank the next morning. 
5. Money is to be counted by the Company's employees; you are to 
observe that the count is made correctly. It is not necessary to count the 
coin in rolls, where the wrapper bears the name of an outsider; note 
that the wrapping appears intact. Coins wrapped by the client will be 
tested by counting one out of 100 rolls of pennies, 1 out of 50 rolls of 
nickels, 1 out of 25 rolls of dimes, and one out of 10 rolls of quarters and 
half dollars. Bundled paper money will be test counted as follows: 
1 out of every 25 bundles of $1 
1 out of every 15 bundles of $2 
1 out of every 10 bundles of $5 
1 out of every 5 bundles of $10 
1 out of every 2 bundles of $20 and $50 
Every bundle of higher denomination. 
6. Cashiers' change bags are to be test-counted as follows: 
a. Establish by reference to sequence of numbers imprinted on bags 
that all bags are on hand. 
b. Have client's employees count contents of approximately 20% of 
bags, selecting bags at random instead of every fifth bag. 
7. List all noncurrency items in the funds, such as expense vouchers 
and checks. 
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8. Count securities, notes receivable, postage stamps, etc. 
9. List in total by denominations, unissued savings bonds (the client 
is an issuing agent) and request confirmation of unissued bonds from 
the Federal Reserve Bank. 
10. List the following cut-off information: 
a. Last check numbers used. 
b. Last receiving report number. 
c. Last return-to-vendor report number. 
d. Last customer's return receipt number. 
e. Last price change report numbers. 
ACCOUNTS RECEIVABLE 
CHARGE ACCOUNTS RECEIVABLE 
As previously described, the cycle billing system is employed in the 
recording and billing of charge accounts receivable. 
Confirmation of accounts 
1. Confirmation will cover approximately 7 ½ % of the accounts. 
There are approximately 35,000 active charge accounts in the aggregate. 
2. Use the negative form of confirmation. The request for confir-
mation is printed on gummed stickers which are to be securely fastened 
to each customer's statement. 
3. Select accounts to be confirmed from cycles billed during the 
period from October 15 to November 15, 1946, as follows: 
a. One complete cycle (there are twenty cycles). 
b. A batch of 100 accounts selected in consecutive order from trial 
balance tapes of an additional 5 cycles. 
c. Select cycles not confirmed the previous year but take a batch of 
100 accounts from the cycle confirmed in its entirety in the 
previous year. 
d. Do not reveal the accounts to be confirmed before taking custody 
of the customers' statements. 
4. Take custody of the statements selected after they have been 
photographed on microfilm and of the proof sheet trial balances. 
5. Count the statements selected for confirmation, as necessitated 
by step 8 below. 
6. Run adding machine tape of all statements of the cycle selected 
under 3-a, agree the total with the trial balance and compare individual 
balances on the tape with those on the proof sheet trial balance and 
customers' account cards. 
7. Have client's employees, under your supervision, affix gummed 
A Department Store 
31 
stickers to statements and insert them with our reply envelopes in window 
mailing envelopes bearing our return address. 
8. Have the envelopes franked by postage meter, agree meter count 
with your count made under 5 above, and deposit them in the mail box. 
9. Note balance of all controls for each date used for confirmation. 
10. Scrutinize transactions in cycles confirmed for 3 days prior and 3 
days subsequent to the billing date to see that they appear regular. Note 
especially ledger transfers, and investigate carefully any transfers of 
larger size. 
11. Schedule letters returned by the post office as undeliverable and 
turn them over to the credit department for investigation. In the past 
these have been very few in number. If a new address is supplied, remail. 
If no better address is found, inspect sales checks, credit application, etc., 
to establish that the account is genuine, and turn the matter over to the 
collection department. 
12. List replies showing differences and note the name, the balance 
of the account, and the amount in dispute. 
13. Give such replies to the adjustment bureau for investigation, 
asking for a report to be made directly to you. 
Aging of accounts 
An account is considered overdue if the balance due from the customer 
arises from purchases made more than two months prior to the date of 
aging, inasmuch as this purchase should have been paid for in the month 
following the date of the monthly statement on which the purchase 
appeared for the first time. Overdue accounts are grouped as follows: 
2 to 3 months old, over 3 to 6 months old, over 6 to 12 months old, 
and over 1 year old. The total balance due at the aging date, including 
both current purchases and amounts in arrears, is distributed to the age 
group containing the first month in which the account becomes overdue. 
1. Aging is to be made by the client's employees on a test basis of 
approximately 10%, as follows: 
a. Two complete cycles are to be aged completely. 
b. All accounts over $250 in all cycles are to be aged completely. 
c. The aging is to be made as of the billing date of each cycle, the 
billing dates to fall in the period from October 15 to November 
15, 1946. 
As to accounts with small and medium size balances, experience in 
aging accounts has indicated that the results from a test aging closely 
approximate those obtained from a complete aging. 
2. Foot and crossfoot aging schedules prepared by client's employees. 
34 Case Studies in Auditing Procedure 
3. Check footings of the trial balances of the two cycles aged in 
detail and compare totals with cycle control accounts. 
4. Check, by reference to trial balance tapes, that all accounts with 
balances over $250 have been aged. 
5. Check correctness of aging for 10% of accounts under $250 and 
for 20% of accounts over $250. If this test check reveals many mistakes 
in aging, refer the situation to the controller and have the aging 
rechecked by client's employees. In the event of a recheck by the client, 
test-check an additional 10% of the accounts. 
6. Summarize the aging, developing percentages of accounts in 
arrears, as follows: 
a. Deduct from the cycles aged completely the accounts over $250 
contained therein; the result will be the total of the accounts 
under $250 in these cycles. 
b. Compute percentages of overdue accounts under $250 by age 
groups for the cycles aged. 
c. Deduct from the total of all charge accounts as shown by the 
general ledger at October 31, 1946 the sum of all accounts over 
$250 and the accounts under $250 in the cycles aged com-
pletely; the result will be the total of all accounts not aged. 
d. Distribute these accounts not aged to age groups by using the 
sampling percentages computed in (b). 
e. Add to the age groups so determined the aging of the accounts 
over $250 which were aged completely. At this point you will 
have distributed all charge accounts receivable into age groups 
and can determine the percentages of accounts in arrears by age 
groups. 
7. Compute requirements for reserve for doubtful accounts, based on 
the results of the aging. 
Work to be done after the close of fiscal year 
1. The client will hand you a schedule showing balances of each 
cycle of the last billing date preceding January 31, 1947, and a summary 
of unbilled transactions from those dates to January 31st as well as cycle 
control balances at January 31st. 
2. Foot and crossfoot this schedule and agree total with general 
ledger control account. 
3. Compare totals of 20% of trial balances with totals shown on 
this schedule. 
4. Check footings of 5 % of trial balances. 
5. Scrutinize entries in cycle controls between the trial balance dates 
and January 31st for items of an unusual nature. 
6. List difference between trial balances and controls revealed at the 
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cycle billing dates following January 31st to see that they are not so large 
as to require adjustments at January 31st. 
7. The client will hand you an analysis of the general ledger control 
account for the year. Scrutinize for items of unusual nature, particularly 
in the last two months: 
a. Ascertain if sales charged to the accounts fluctuate only in accord-
ance with the usual seasonal pattern of business of the client to 
satisfy yourself that sales have not been padded. 
b. Investigate credits for sales returns where the amounts appear 
abnormal. 
c. See that cash receipts are reasonably regular. Comparison of 
collection percentages (ratio of cash receipts during the month 
to the balance outstanding at beginning of the month) with those 
of prior years will prove helpful. 
d. Investigate journal entries of substantial amount. 
e. Investigate sales returns and journal entries subsequent to the 
closing date if large in amount. 
f. Check postings to general ledger control accounts from cash, sales 
and other records for one month. 
INSTALLMENT ACCOUNTS RECEIVABLE 
The installment accounts are handled by cashiers who post all entries 
by accounting machines to the customers' ledger cards and to their pass 
books. The accounts are segregated by due dates of monthly payments, 
of which there are six, and a subcontrol account is kept for each due date. 
Confirmation of accounts 
1. Confirmation should cover approximately 10% of the accounts 
outstanding at October 31, 1946, selected as follows: 
a. One-half of one complete subcontrol. 
b. 20 accounts taken in consecutive order from trial balance tapes 
of 5 additional subcontrols. 
There are approximately 5,000 installment accounts in the aggregate. 
2. Confirmation requests will be of the negative type and will consist 
of a printed form letter on which the name, the address, and the amount 
due are to be inserted by the client's employees (monthly statements are 
not prepared). 
3. As soon as trial balances have been completed and reconciled 
with the control accounts, take custody of all trial balance tapes. 
4. Check footing of subcontrol selected under la and check indivi-
dual balances to customers' ledger cards. 
5. Select accounts to be confirmed, have client's employees prepare 
confirmation requests, and proofread completed letters to account cards 
36 Case Studies in Auditing Procedure 
as to name and address of customer and balance due, and to trial balance 
tape as to amount due. 
6. From this point on, follow the same procedure as outlined under 
confirmation of charge accounts receivable, items 8, 11, 12, 13. 
Aging of accounts 
An account is considered overdue if one or more installments due prior 
to October 31, 1946 remain unpaid at that date. Overdue accounts are 
grouped as follows: 1 month old, over 1 to 3 months old, over 3 to 6 
months old, over 6 to 12 months old, and over 1 year old. The total 
balance of each overdue account is distributed to the age group contain-
ing the first month for which an installment or part of it remains unpaid. 
1. Of the accounts outstanding at October 31, 1946, the client's 
employees will age every 10th account. 
2. Foot and crossfoot aging schedules prepared by client's employees. 
3. Check by reference to trial balance tapes that every 10th account 
has been covered. 
4. Check correctness of aging of 10% of the accounts aged. If this 
test check reveals too many errors, refer the situation to the controller 
and have the aging rechecked by client's employees. In the event of a 
recheck by the client, test check an additional 10% of the accounts. 
5. Summarize the aging, developing percentages for the accounts in 
arrears, and apply the percentages so developed to the remainder of the 
accounts not aged in detail. 
6. Compute requirements for reserve for doubtful accounts, based on 
the results of the aging. 
Work to be done after the close of fiscal year 
1. The client will hand you a schedule, showing the balance of each 
subcontrol and the reconciliation to the departmental control and to the 
general ledger control. 
2. Foot this schedule, investigate the reconciling items, and agree 
with the general ledger control account. 
3. Check footing of one subcontrol trial balance. 
4. The client will hand you an analysis of the general ledger control 
account for the year. Scrutinize for items of unusual nature, particularly 
in the last few months. 
5. Reconcile the year's carrying charges made against customers with 
the credit to profit and loss. 
C.O.D. AND LAYAWAY ACCOUNTS RECEIVABLE 
1. The client will hand you a schedule showing the reconciliation 
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between the trial balances and general ledger control accounts. 
2. Foot this schedule, investigate the reconciling items, and agree 
with the general ledger control accounts. 
3. Check the footings of one subcontrol trial balance for each type 
of accounts. 
4. The client will hand you analyses of the general ledger control 
accounts for the year. Scrutinize for items of unusual nature, particularly 
in the last few months. 
ACCOUNTS RECEIVABLE RESERVES 
The following reserves against accounts receivable are maintained: for 
each class of receivables, a reserve for loss of gross margin on returns; for 
charge and for installment accounts, a reserve for doubtful accounts; for 
installment accounts, a reserve to reduce accounts to their present worth 
(due to the fact that these accounts are not presently collectible). 
Reserves for loss of gross margin on returns 
1. The client will hand you analyses of the general ledger accounts. 
2. Agree provisions for the year with charges to profit and loss. 
3. Determine the adequacy of the reserves for loss of gross margin 
on returns, as follows: 
a. Determine the percentage of returns to gross sales during the year 
ended January 31, 1947 for each class of sales. 
b. Apply 1/3 of such percentage for charge sales and ¼ of such 
percentage for cash and for C.O.D. sales to the gross sales in 
such classifications for the month of January, 1947. 
c. Apply the percentages determined under (a) above to the 
respective balances of installment and of layaway accounts 
receivable outstanding at January 31, 1947. 
d. The total store gross margin (gross profit) percentage for year 
ended January 31, 1947 should be applied to the amounts 
determined under (b) and (c). The amounts so determined 
should approximate the reserves appearing on the books. If dif-
ferences are large, adjust to requirements as computed. 
Reserves for doubtful accounts 
1. The client will hand you analyses of the general ledger accounts. 
2. Agree the write-offs with credits to the accounts receivable controls 
and the provisions for doubtful accounts for the year with the charges 
to profit and loss. 
3. See that the reserves have been adjusted to the requirements, as 
computed at the time of the aging of the accounts, and that reserve 
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additions subsequent to October 31, 1946 have been made at established 
rates. 
4. Inquire carefully into any unusual situations at January 31, 1947 
which may require additional reserves. 
Reserve to reduce accounts to their present worth 
1. The reserve should amount to 1% of installment accounts receiv-
able at January 31, 1947. This rate should prove adequate on the basis 
of credit restrictions which were in effect until December 1, 1946, under 
which installment terms had been reduced to one year or less. 
2. Agree provision for year with charge to profit and loss. 
INVENTORIES 
As previously mentioned, the client uses the retail inventory method. 
Physical inventories are taken on weekends before the close of period, 
principally the last two weekends in January. 
Observation of physical inventories 
Several weeks before the taking of the inventories, written instructions 
are issued to all persons concerned. Supervision and control of the work 
rests in a representative of the controller's office, known as the inventory 
manager. The physical count is made by teams of two employees, one 
of whom is usually a person familiar with the merchandise being inven-
toried. The count is listed on prenumbered sheets. The count is made by 
one person, the second person observing; the second person lists the 
merchandise; both sign the completed sheet. The inventory sheets are left 
in bins or receptacles, the contents of which have been listed, until all the 
stock of the department or section has been counted. A second team of 
employees surveys each inventory sheet to see that all necessary infor-
mation has been recorded, makes a recount of approximately 50% of 
the items listed, and countersigns the inventory sheet. After all inventory 
sheets of a department have been surveyed, they are gathered and remain 
under the control of the inventory manager. 
Stocks to be inventoried are usually present in three locations: selling 
floors, reserve stock rooms on the store premises, and warehouses. The 
warehouse and reserve stocks are inventoried during store hours; the 
floor stocks are taken after the close of the business or on Sunday. It is 
therefore imperative to stop the flow of merchandise from reserve stock 
rooms and warehouses to the selling floors during the time interval 
between the inventories in these locations. As a rule all movement of 
merchandise to and from warehouse and reserve stocks is stopped from 
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the day preceding the inventory-taking of these stocks to the day follow-
ing the completion of inventory-taking. All merchandise received during 
this time is retained in the receiving room and no returns to vendors are 
permitted. 
After the inventory sheets have been gathered and have been checked 
for numerical sequence, the controller's office selects approximately 5 % 
of the number of the departments having at least 5% of the aggregate 
money amount of the inventory for a test recheck. The departments 
selected generally include at least one department in each merchandising 
division. Of the departments selected, 10% of the inventory sheets are 
rechecked, including warehouse, reserve, and floor stocks. 
1. Review contemplated inventory procedures to ascertain that the 
planning is satisfactory. 
2. Attend at the client's place of business during the taking of the 
physical inventories. Bear in mind that financial statements are primarily 
the representation of management, and independent auditors undertake 
such work as may be necessary and practical to satisfy themselves that 
the representations of management are fair and reasonable. It follows 
that the subject of physical inventories should be approached by us not 
with the view of "controlling" the inventory-taking or "determining" 
physical quantities and "values" but of "observing" the carrying out of 
the inventory plan; our observation is for the purpose of corroborating 
the credibility of the representations of management. 
3. Determine that the client's inventory crew is adequately staffed. 
4. Assign staff assistants to their stations and instruct them to move 
from department to department in order to make our work of obser-
vation sufficiently comprehensive. 
5. Any deviations from required procedures are to be brought to the 
attention of the senior who will discuss the matter with the inventory 
manager. 
6. See that the flow of merchandise to and from warehouse and 
reserve stocks is effectively stopped until the taking of the inventory has 
been finished. 
7. Make certain that inventory sheets remain under control of the 
inventory manager after they have been gathered. 
8. Visit the receiving room and see that all merchandise on hand 
has been listed. Inspect receiving sheets for the day and take a record of 
the last receiving number. 
9. Visit the marking room and see that all merchandise on hand 
has been listed. 
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10. Visit the customers' returned goods room and see that it contains 
no merchandise. 
11. Visit the vendors' returned goods room and see that it contains 
no merchandise. Take a record of the last charge number. 
Inventory quantities 
Inasmuch as the inventories were taken on dates prior to January 31st, 
it is necessary to arrive at the book inventories of the departments on the 
respective dates in order to determine the inventory overages and short-
ages. For this purpose, departmental inventory reconciliation forms are 
used; to the book inventory at the beginning of January, there are added 
the purchases, outstanding bills, merchandise transfers, mark-ups, and 
other items for the month to the date of the physical inventory and there 
are deducted from the total thereof the sales, mark-downs, and other 
items for the same period. The departmental book inventory thus com-
puted is compared with the physical inventory, disclosing the amount of 
the overage or shortage. This overage or shortage is then posted to the 
perpetual inventory records as are the regular transactions for the month 
of January, thereby determining the adjusted book inventory at 
January 31st. 
1. After inventories have been compiled, satisfy yourself that the 
inventory sheets have not been tampered with by the addition of counter-
feit sheets, the withdrawal of sheets, or the changing of quantities. 
2. The inventory has been extended, footed and summarized by an 
outside agency. Our comptometer operator should perform the follow-
ing work: 
a. Check extensions and footings of 2½% of the inventory pages 
to the nearest $100. 
b. For 5% of the pages, check the carrying forward of totals to the 
summary of each book; check additions of 20% of book summaries 
of each department to the nearest $1,000; check the carrying 
forward of book summaries to departmental summaries in their 
entirety; check footings of departmental summaries in their 
entirety to the nearest $1,000. 
3. The client will hand you a summary, by departments, of the 
inventory reconciliation: 
a. Foot and crossfoot the schedule. 
b. Check 5% of the reconciling figures to daily totals of sales, pur-
chases, etc. 
4. Check all additions and deductions of the total store figures (only) 
in the perpetual inventory records in order to determine the correctness 
of the annual totals. 
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5. The client will hand you a summary, by departments, of goods 
in transit or on hand but not charged to departments. See that the totals 
thereof agree with amounts of such assets and liabilities recorded on the 
general ledger. 
6. See that goods out on memorandum are included in the inventories 
and that goods on consignment from others and inventories of leased 
departments are excluded from the inventories. 
7. The accuracy of departmental cut-off is to be tested (a) at the 
date of the physical inventory and (b) at January 31st, as follows: 
a. Purchases over $1,000 by reference to receiving numbers recorded 
at the physical inventory date and at January 31st in connection 
with the cash count. 
b. Purchase returns over $500 are to be investigated in the same way. 
c. As to sales, test check departmental sales totals to sales audit 
records. 
d. As to price changes, ascertain by reference to lists prepared by the 
controller's department that all price changes have been taken 
up in the proper period. 
8. Investigate large percentages and/or amounts of shortages and 
proportionately large increases of percentages of shortages over percen-
tages of shortages of the previous year. 
9. Investigate large overages and see that large overages are not 
taken up unless a satisfactory explanation is secured. 
Inventory pricing 
Under the retail method of inventory, the dollar amount of the inven-
tories to be used in the financial statements is based on the cumulative 
percentage of mark-on developed during the year. 
The aging of the inventories is of major importance. If the inventories 
contain a considerable amount of old merchandise, it is important to 
establish whether necessary mark-downs have been taken to reduce this 
slower-moving merchandise to prices at which it will move. 
1. The client will hand you complete copy of a page of statistical 
records showing totals for all departments. 
2. Tests have already been made of the compilation of these records 
in the examination of internal control. Review the working papers 
relative to this phase of the work. 
3. Compare annual sales and purchases as shown by the statistical 
record with sales and purchases per general ledger. Explain large 
variances. 
4. In arriving at percentages of mark-on, make certain that mark-
downs are not taken into account. Only the opening inventory, purchases, 
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purchase adjustments and mark-ups should be used for this purpose. 
5. Scrutinize statistical percentages of mark-on for each department 
for the period to make certain there are no undue variations between 
months as this would tend to indicate erroneous calculations, items erron-
eously charged or credited to the department, or other unusual conditions. 
For example, liquor price wars have often distorted the percentage of 
marking of that department and an adjustment may be required. There 
may be other instances of the same type. 
6. Recalculate the final percentages of cumulative mark-on of each 
department to make certain that they are correct. 
7. Investigate and explain differences in percentages of cumulative 
mark-on between this year and the previous year in excess of 3%. 
8. Check in its entirety the reduction of department inventories from 
retail to cost or market, whichever the lower. 
9. The client will hand you a departmental summary of the aging 
of the inventories with percentages for the three age groups: under 6 
months, 6 to 12 months, and over 12 months. The aging should include 
all merchandise of selling departments on hand at inventory dates; where 
merchandise has not as yet been retailed or charged to the selling depart-
ments, the departmental totals, at cost, of such merchandise should be 
increased to retail by dividing cost by the complement of mark-on. Such 
merchandise should be included in the total and in the "under 6 months" 
age group. 
10. Normally a test of the reasonableness of the aging and pricing 
of the inventory as a whole may be made by determining that the inven-
tories have increased or decreased about proportionately to sales. During 
the war period, merchandise scarcities distorted these relationships. For 
this reason, the inventory comparison as to age of merchandise should be 
made with the position at January 31, 1941, when conditions were more 
normal. 
11. The retail method of inventories will give correct results only if 
the necessary mark-downs have been taken to meet price changes and 
competition and to reduce prior season's stock to salable figures. In order 
to investigate whether retail prices have been reduced to salable figures: 
a. Scrutinize the summary of mark-downs by departments handed to 
you and investigate ten departments which seem contrary to the 
general trend. 
b. Scrutinize mark-downs taken after the close of the year: 
aa. Examine mark-down record in February to ascertain that 
they represent only those taken in the usual course of business 
and not wholesale mark-downs for February sales. 
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bb. Scrutinize client's files of newspaper advertisements for notices 
of special sales involving large mark-downs, 
cc. If wholesale mark-downs are found, provision should be made 
for reduction of inventory values at January 31st. 
c. Note the departments which have changed buyers or merchandise 
managers immediately before or after the close of the period. 
Scrutinize the results of these departments to determine whether 
unusual mark-downs are necessary. In many cases, management 
makes a definite commitment to an incoming buyer as to the 
amount of mark-downs he may take to put his department in 
the position he desires. 
12. The examination to this point should disclose any unusual con-
ditions in departments, such as: 
a. The inventory shows an unusual increase or decrease. 
b. The amount of prior season's merchandise is relatively too high. 
c. The percentage of marking has varied considerably from month 
to month. 
d. The cumulative mark-on percentage differs materially from that 
of the preceding year. 
e. Mark-downs have apparently not been taken in sufficient quantity 
or have been taken after January 31st. 
f. The shortages or overages developed have been unusually high. 
13. List the departments and the conditions about which further 
information is desired. Where the amount of prior stock is too high, 
examine the inventory sheets to determine the nature of prior season's 
stock. 
14. These items should be discussed with the controller and also 
with the merchandise managers. In this connection, it should be borne in 
mind that we should not fall into the error of setting ourselves up as 
experts on merchandise values and a specific statement on our part to 
the effect that a given price is too high should be avoided. The controller 
and the merchandise managers interviewed should not be given the 
impression that we are questioning merchandise policy or the propriety 
of prices set, but that, on the other hand, it would be obviously wrong 
for us to accept the retail prices of merchandise without inquiry as to 
whether mark-downs have been taken in sufficient quantities so that the 
retail inventory prices represent salable prices. 
Inventory reserves 
When the physical inventories are taken prior to the close of the fiscal 
year, provision must be made for shortages arising in days between the 
taking of physical inventories and the end of the fiscal year. 
Because discounts on purchases are taken into income by a credit to 
gross margin (gross profit) at the time merchandise invoices are paid, 
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and because large amounts of discounts are involved, it is necessary to 
convert recorded discounts from a cash basis to an accrual basis; to 
accomplish this a reserve for discounts in inventories is provided; the 
conversion is effected by means of a reserve because merchandise invoices 
are entered gross in the statistical records. 
In addition to these reserves, it may be necessary to set up a reserve to 
cover other situations, such as a failure to take mark-downs necessary to 
move old merchandise or a failure to take expected mark-downs necessary 
to move excess inventory. 
1. Reserve for inventory shortage: 
a. Check the computation of the reserve for inventory shortage which 
is based on sales in the interim period multiplied by the rates 
developed from prior experience. 
b. Determine that the departmental rates used are reasonable in 
comparison with prior years' experience. 
c. Agree sales in the interim period in total with figures developed 
by the sales audit department. 
2. Reserve for discounts in inventories: 
Test-check the details of the calculations of the reserve by refer-
ence to cumulative departmental discount rates compiled in the 
statistical records. 
3. Consider necessity for setting up a valuation reserve in the light 
of your discussion with the controller and merchandise managers. In this 
connection, review the list of totals of purchase commitments furnished 
to you. The commitments should be added to the inventories on hand in 
order to determine whether any department has an excessive inventory 
in comparison to sales. 
NOTE : In view of the unsettled conditions prevailing in February and 
March, 1947, this program was expanded as the work progressed to 
include a review by merchandise divisions and, in some cases, by depart-
ment groups, of the trend of sales, of inventories and of purchase com-
mitments during the interval between January 31st and the time the 
audit field work approached completion. 
Inventory letter 
Obtain letter on client's own letterhead as to ownership, correctness 
of quantities, prices, extensions and additions of inventories, and liabilities 
in connection therewith. Persons signing this letter should do so in their 
personal and individual capacities and append their official titles to 
indicate their relationship to the affairs of the client. 
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FIXED ASSETS 
Records of fixed assets are not very detailed. Except for general ledger 
accounts for land, buildings, escalators, and store fixtures, the latter group 
being broken down into three classes according to their estimated lives, 
the only additional records maintained are summaries showing total 
additions to the fixed asset accounts by years. Depreciation is based on 
composite rates. Retirements, unless of a major nature, are not reflected 
in the accounts. 
It has always been a problem in the annual audits to know what items 
to capitalize and what items to treat as maintenance and repairs, par-
ticularly in connection with store fixtures. The problems arise from the 
change in recent years in the character of such fixtures, without a corre-
sponding change in the mental approach to the problem. Not so many 
years ago, store fixtures did not have a large degree of style element but, 
in recent years, they have partaken more and more of the style trend. 
Hence, whereas fixtures normally were believed to last a great many 
years, they are now built much more attractively and cheaply and have a 
shorter life. Obviously, judged by the standards of former years, many ex-
penditures for the new type of fixtures are not capitalizable but in view of 
the present tendency it is quite clear that they are capitalizable. Generally 
speaking, there are two extremes in which area there is no disagreement. 
Installations of entirely new fixtures, whether purchased from outsiders 
or built by company mechanics, are clearly capitalizable; expenditures 
purely for painting or for ordinary repairs on existing fixtures are clearly 
chargeable to maintenance and repairs. The difficulty arises in the inter-
mediate zone. For example, when a department is completely remodeled 
or rearranged using most of the old fixtures, the argument is sometimes 
made that, because the old fixtures were merely remodeled, this did not 
enhance their value, and that, therefore, the expenditures represent 
maintenance and repairs. This overlooks the fact that accounting is con-
cerned not with values but with costs. The use of the old fixtures was 
cheaper than the purchase of new ones and the mere fact that the cost 
was less than it would have been, had brand new fixtures been purchased, 
is not a proper argument for failing to capitalize expenditures of this 
character. It should be made quite clear that there is no suggestion here 
that maintenance and repairs should be capitalized. Expenditures of 
small amounts and those which are clearly maintenance and repairs 
should be written off. Replacements and remodeling should be examined 
carefully. Generally speaking, expenditures of this character involving 
entire departments or floors should be capitalized; expenditures of a less 
extensive character may or may not be capitalizable. It is important to 
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remember that remodeling is not necessarily maintenance and repairs 
and that new items, if they do not have a life expectancy of more than 
a year or two, are not capitalizable. While the client should be con-
servative, and in case of doubt should lean toward charging off as main-
tenance and repairs any items which are doubtful, yet it should not go 
to the other extreme of writing off large expenditures for refixturing just 
because some of the old fixtures were used in the process. For items 
charged off as maintenance and repairs, see that summaries are prepared 
by departments, if possible, so that unusually high charges are clearly 
shown and can more readily be inquired into. Expenditures of less than 
$50 are charged to expense as a matter of policy. 
1. The client will hand you a schedule of additions to each asset 
account during the year. 
2. Make physical inspection of major additions, if practicable. 
3. Vouch larger items and determine, in the case of store fixtures, 
that they were classified into their proper age groups: 5, 10, and 20 years. 
4. Determine that additions to fixed asset accounts were properly 
capitalized and that so-called maintenance and repair items are not in 
fact additions: 
a. The client will hand you schedules of all maintenance and repair 
material and labor accounts, showing breakdowns by months and, 
for maintenance and repair material accounts, also lists of indivi-
dual invoices in excess of $150. 
b. Investigate and account for extraordinary fluctuations. 
c. Vouch larger items. 
N O T E : In connection with this point, it was found during the audit that 
the contemplated steps were not adequate to determine whether capital 
additions were improperly charged to expense. Firstly, the monthly 
breakdowns of maintenance and repair labor were unsuited for the 
purpose; and secondly, vendors' invoices for maintenance and repair 
materials in most cases could not be identified with the work done. It 
was found that the client maintained a memorandum record of work 
orders. Although this memorandum record was not tied in with the 
general books, it was possible to correlate payrolls and vendors' invoices 
with this memorandum record and the total of the work orders could be 
reconciled with the general ledger expense accounts to within 5% of the 
total of maintenance and repair accounts. It was then relatively simple 
to arrive at conclusions as to the propriety of the accounting treatment 
of each item by inspection and discussions with the superintendent of 
maintenance and the controller. 
5. Ascertain whether there were major retirements which were not 
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reflected on the records. If so, discuss with the above-mentiond officials. 
6. Reserves for depreciation: 
a. Reconsider whether depreciation rates established in prior years 
are adequate, taking into consideration physical lives of assets, 
age at acquisition, length of leases, obsolescence, use to which 
placed, state of repairs, etc. 
b. In the same way, consider adequacy of rates established for assets 
acquired during the current year. 
c. Check calculations for the year. Depreciation is to be taken on the 
books on additions during the current year at one-half of the 
prescribed annual rate. 
d. Reconcile additions to the reserve with charges to profit and loss. 
e. Investigate charges to the reserve accounts. 
DEFERRED CHARGES 
The program relative to deferred charges has been omitted because 
of space limitations. Deferred charges of the client were not significant 
in amount nor do they present unusual problems. 
TRADE CREDITORS 
The accounts payable department operates under the voucher system, 
with no permanent ledgers. The invoice is simultaneously recorded on a 
purchase journal, which accumulates the credit to the accounts payable 
control, and on a voucher in duplicate for each vendor. The voucher 
remains in a tray file and. acts as a ledger account with the vendor until 
withdrawn for payment, at which time the bank check portion of the 
voucher is completed. The entry for cash disbursements gives the debit to 
the accounts payable control. 
In order to balance the supporting detail against the accounts payable 
control at January 31st, it is necessary to account for all open vouchers. 
To facilitate the listing of open vouchers and to avoid duplication of 
work by the client, the examination of vouchers payable is deferred 
until after checks in payment of January purchases have been prepared 
early in February, but before any February transactions have been 
recorded on the vouchers. Then, the total of the check register for checks 
prepared in February in payment of January invoices can be added to 
the net total of unpaid credits and unused debits to balance against the 
control. 
Check of trial balance 
1. Add check registers from February 1st to the closing date for the 
payment of January invoices. 
2. Compare 5 % of duplicate checks with the check register. 
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3. Check 5 % of duplicate checks against invoices and other sup-
porting data, noting that such data appear regular and that all items are 
dated prior to February 1st. 
4. Check trial balance of open items, i.e., those remaining unpaid at 
this time against invoices to the extent of 25%. 
5. Foot trial balance and see that its total, plus invoices paid, agrees 
with the accounts payable control account. 
6. The client will hand you a list of merchandise received without 
an invoice; see that these items are properly taken up as accounts payable. 
7. The client will hand you a list of merchandise received but not 
orderchecked and a list of invoices not as yet entered in the purchase 
journal; see that these items are properly taken up in the accounts 
payable. 
Work to be done after the close of fiscal year 
1. In order to check cut-off, list all invoices in excess of $500 entered 
in the purchase journal during the first half of February and establish 
by reference to underlying data that they were recorded in the proper 
period. 
2. The client will hand you an analysis of the general ledger control 
account: 
a. Scrutinize the analysis to see that all entries appear reasonable, 
paying particular attention to the last month. 
b. Ascertain that credits to the account fluctuate only in accordance 
with the usual seasonal business of the client; explain unusual 
fluctuations. 
c. See that cash payments are reasonably regular. Explain unusual 
differences between payments and previous purchases; if discounts 
are being taken regularly, the variations should not be material. 
d. Examine journal entries of substantial amount and satisfy yourself 
that they do not represent manipulation of the accounts to cover 
defalcations. 
3. Debit balances in accounts payable are to be reclassified as receiv-
ables unless otherwise offset. 
4. The client will hand you a schedule showing the aging of accounts 
payable debit balances in excess of $500 each. Consider collectibility and 
the necessity of setting up a reserve for possible losses. 
5. Confirm balances due to or from owners of leased departments. 
6. Confirm the liability to the delivery service companies for deliveries 
made and unpaid for at January 31st. Also confirm collections made but 
not paid over to the client. 
A Department Store 49 
7. Scrutinize disbursements entered in subsequent period for pay-
ments representing unrecorded liabilities. 
8. Obtain letter on client's own letterhead regarding inclusion of all 
liabilities; this will be covered in the inventory letter. 
SUNDRY LIABILITIES 
1. Employees' compensation: 
a. Check accrued wages and salaries by reference to the payroll 
following January 31st; establish reasonableness of method of 
computation. 
b. Check provision for buyers' bonuses and other additional com-
pensation by reference to compensation agreements, minutes of 
directors' meetings, and other sources. 
c. Determine selling commission arrangements and check accrual. 
2. Vacation compensation: 
Test the adequacy of the accrual which should be the aggregate of: 
Vacations earned prior to May 1, 1946 but not taken by 
January 31st. 
Vacations earned from May 1, 1946 to January 31, 1947, but 
not taken at January 31st—at a rate developed from past 
experience. 
3. Federal taxes on income: 
a. Vouch changes in the account for the whole year. 
b. Check client's accrual for the current year and adjust if difference 
is material. 
c. Consider status of taxes of years still open. 
4 Other taxes: 
As to each of these taxes, (1) secure copies of returns filed during the 
year ascertaining in a general way that figures are compiled in conformity 
with regulations, (2) test-check client's returns by examining supporting 
data for return filed for one month, one quarter, or one year, as the case 
may be, (3) see that the liability at January 31st is computed on the 
same basis as that upon which the returns were filed, (4) examine 
correspondence with taxing authorities as to the examination of returns, 
and (5) substantiate total charges to expense for the year. 
5. Check accrued liabilities for professional fees, traveling expenses, 
utilities, etc. 
6. Customers' deposits, advance payments, and credit balances: 
a. Check trial balance of open items against ledger cards or other 
available data to the extent of only 5%, the amount involved 
being relatively unimportant. 
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b. Check footing of trial balance. 
7. Taxes withheld from employees and collected from customers: 
(Follow procedure under 4 above.) 
8. Dividends: 
a. See that liability for dividends declared but unpaid is shown 
separately. 
b. If cumulative dividends on preferred stock are unpaid, make 
suitable notation on the balance sheet. 
CAPITAL STOCK 
1. Prepare summary of changes in amounts outstanding during the 
period. 
2. Vouch items with minutes, agreements, etc., and trace receipts 
or payments into cash records or other books of account. 
3. Obtain certificates from registrar and transfer agent as to amounts 
outstanding at date of balance sheet. 
4. Examine and schedule treasury stock, noting that the certificates 
are in the name of the client or properly endorsed. (This examination 
should be made at the time of the cash count.) 
5. Treasury stock is to be excluded from the assets and deducted from 
capital stock. 
6. Examine the statute covering incorporation and the certificate 
of incorporation to determine whether due compliance is being made, 
especially with reference to the provisions relating to the issue of no-par 
stock and the propriety of the repurchase of the client's own stock. 
SURPLUS 
1. Schedule and vouch charges during the year. 
2. See that minor debits and credits are eliminated by transfer to 
operating accounts. 
3. Ascertain that surplus is separated into its component parts: 
earned surplus, paid-in surplus, etc. 
4. Vouch declaration of dividends with minutes of directors' meetings. 
5. See that major adjustments of prior years' operations are made 
through earned surplus with a clear explanation of their nature, if 
making them through the profit and loss account would tend to distort 
the results for the year; but surplus adjustments of this character con-
tinuing year after year are usually indicative of inaccurate and incon-
sistent accounting and should be frowned upon. 
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1. Ascertain whether there are any contingent liabilities, such as: 
Federal income tax return of prior years not yet reviewed. 
Claims involved in litigation. 
Mortgage indebtedness, in case of property sold, in respect of which 
no formal release has been obtained by the client. 
2. Estimate amounts where possible. 
3. See that the liability letter secured from the client contains a 
reference to contingent liabilities, whether any exist or not. 
SALES 
1. The client will hand you a schedule of net sales, sales returns, and 
gross sales showing the following information: 
a. A breakdown by months for the year, for the preceding year and 
percentage of increase or decrease. 
b. A breakdown of totals for the year by types: cash, charge, install-
ment, etc. 
c. A breakdown of totals for the year by location: main store and 
basement. 
d. A breakdown of totals for the year: owned departments and 
leased departments. 
e. The number of transactions and the average sales check for the 
year and the preceding year. 
2. Inquire into wide fluctuations from year to year. 
3. Reconcile total sales for the year with total sales per statistical 
records used in determining book inventories. 
4. Reconcile charge, installment, C.O.D. and layaway sales with 
debits to the accounts receivable. 
5. See that monthly sales follow the usual pattern of business of the 
client and explain wide divergencies. 
6. See that leased department sales are included in sales. 
7. See that installment sales are included in sales (it is not the client's 
policy to defer income from this source). However, carrying charges on 
installment sales, even though the amount thereof is included in the sales 
check at the time the sale is made, are to be shown under "trading income 
and deductions." 
8. Ascertain that sales of fixed assets or other extraneous items are 
not included in sales. 
9. Sometimes the client will buy raw materials which are sent and 
billed to manufacturers to be made into finished articles which are then 
billed to the client. Determine that the transfer to the manufacturer is 
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properly recorded as a credit to purchases. If recorded as sale, make the 
required adjustment. 
COST OF SALES 
1. The client will hand you an analysis of monthly totals for this 
year's and last year's purchases. 
2. Reconcile the total purchases with the figures shown by the 
statistical department which are used to determine the book inventories. 
3. Investigate significant variations in comparative figures of 
purchases. 
4. Inquire into significant variations in comparative workroom costs. 
5. Scrutinize the general ledger in respect to all accounts relating to 
cost of sales; make certain that they appear regular; and investigate 
adjustments of substantial amounts to satisfy yourself that they do not 
represent manipulation of accounts to cover irregularities. 
6. The client will hand you a schedule of data by individual depart-
ments relating to gross margin as follows: 
Net sales—this year, last year, increase or decrease in amount, increase 
or decrease in percentage. 
Percentage of cumulative mark-on—this year, last year. 
Percentage of shortage at retail—this year, last year. 
Percentage of mark-downs at retail—this year, last year. 
Percentage of alteration costs—this year, last year. 
Percentage of gross margin—this year, last year. 
7. Inquire into and explain the difference, if material, in the percent-
age of total gross margin of the store as a whole for this year compared 
with the previous one, using for this purpose the schedule referred to 
above. 
8. The client will hand you a schedule of discounts on merchandise 
purchases by months. Inquire into and explain, if material, the variations 
in percentages of discount earned for the store as a whole. This can best 
be done by individual departments by referring to departmental statistical 
records. 
9. Show commissions on leased department sales as gross margin 
and the difference between this figure and the leased department sales 
as purchases. 
10. Examine contracts with leased departments and ascertain gener-
ally that the commissions have been computed in accordance therewith. 
OPERATING EXPENSES 
The operating expenses are classified in accordance with the Expense 
Manual published by the Controllers' Congress of the National Retail 
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Dry Goods Association. This widely-used manual is a chart of operating 
accounts giving definite directions as to the account in which an expense 
shall be recorded. 
The expenses are classified firstly as to natural divisions, 14 in number, 
payroll, rentals, advertising, etc., and secondly as to functions, 5 in 
number, administrative, occupancy, publicity, buying, and selling. Both 
these classifications may be broken down by subdividing the natural 
divisions and the functions. A moment's reflection will show that the 
system allows a breakdown of expenses into quite a number of accounts. 
Identification of each account is aided by the use of numbers definitely 
assigned to natural divisions and functions. 
The use of the manual facilitates comparisons between stores because 
of the uniformity of treatment of various expenses. However, the manual 
does not cover the subject of allocating expenses to the various 
departments. 
In general, it may be said that the operating expenses of a department 
store are comparatively high because of the many customer services 
furnished in the way of delivering merchandise, wrapping of parcels, 
credit terms and accommodation services, such as cashing checks. 
1. The client will furnish a schedule of operating expenses with per-
centages of sales (current and preceding fiscal year). 
2. Investigate and explain large variations between years. 
3. Salaries, wages, and commissions: 
a. Scrutinize the payroll accounts for the year for the purpose of 
determining the reasonableness of the expenditures. 
b. Investigate and account for extraordinary fluctuations. 
c. Determine that salaries of principal officers are approved by the 
board of directors. 
d. Check employment contracts for compliance with bonus provisions. 
4. Maintenance and repairs—the client will hand you schedules of 
maintenance and repair accounts, showing totals by months and list of 
invoices over $150: 
a. Scrutinize the accounts for the purpose of determining the rea-
sonableness of expenditures. 
b. Investigate and explain extraordinary fluctuations. 
c. See that capital items improperly included as repairs or main-
tenance are eliminated; this work is done in connection with work 
on fixed assets. See note on program relative to fixed assets for 
changes made during the audit in contemplated procedure. 
5. Rents: 
a. Substantiate expenditures by reference to leases, agreements, etc. 
b. For property rented to outsiders, check income against leases. 
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6. Other expenses: 
a. Scrutinize the accounts to determine that they appear reasonable. 
b. For expenses which ordinarily do not fluctuate with the volume of 
business, explain any appreciable changes from the corresponding 
amounts of the preceding year. 
c. For expenses which fluctuate with the volume of business, make 
such other examination, comparison or test as will satisfy you as 
to their reasonableness. 
d. Explain unclassified or miscellaneous accounts, if the amounts 
are large. 
7. Check postings to operating expense accounts for one month. 
8. Special requirements for the annual report to the Securities and 
Exchange Commission: 
There are six types of expenses which must be reported sepa-
rately: maintenance and repairs; depreciation and amortization; 
taxes (other than income); management and service contract 
fees; rents and royalties; provision for doubtful accounts. 
a. Include in the working papers a summary of such expenses. 
b. Be certain that charges or credits to profit and loss affecting 
reserve accounts are in agreement with the amounts reflected 
in the reserves. 
TRADING INCOME AND DEDUCTIONS 
The items which will usually be found in this classification are as 
follows: 
Income 
Carrying charges on installment sales. 
Discounts on expense purchases. 
Profits from operations of related facilities such as garage, laundry, 
cafeteria. 
Restitutions and recoveries. 
Customers' unclaimed credits and deposits written off—net. 
Income from vending machines. 
Waste, empty cases and salvaged merchandise sold. 
Old outstanding bank checks and miscellaneous credit balances 
written off—net. 
Unclaimed salaries. 
Income from royalties and commissions. 
Deductions 
Overs and shorts. 
Sales and adjustment account (net). 
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Lost and found account (net). 
Sundry debtors and debit balances in accounts payable written off. 
1. The client will hand you comparative schedules relating to carry-
ing charges on installment sales and to discounts on expense purchases. 
Examine these schedules to determine that the transactions appear to be 
regular. 
2. Sale of salvage: 
a. Inquire into the method of handling sales of salvage. See that 
such safeguards exist as will ensure that all funds realized from 
such sales are received by the client. 
b. Inspect data in connection with a representative number of items 
to determine that the proper authority was given for the salvaging 
of the items sold and that the sale price mentioned, if any, was 
actually received in cash or charged to an accounts receivable 
account for subsequent collection. 
3. Examine other accounts and schedule if important. 
4. Particularly, analyze the miscellaneous accounts, if large, and 
segregate larger items. 
5. Make such comparisons and tests as will constitute reasonable 
substantiation that all such income and deductions for the period have 
been correctly calculated and properly recorded. 
NONTRADING INCOME AND DEDUCTIONS 
Nontrading income 
1. Examine accounts and schedule, if important, by classifications 
such as: 
Dividends: 
Marketable securities 
Other securities 
Interest on securities: 
Marketable securities 
Other securities 
Other interest 
Profit on securities 
Nonrecurring items 
Miscellaneous, separating substantial items. 
2. Make such comparisons and tests as will constitute reasonable 
substantiation that all income receivable during the current period has 
been fully received and recorded. This will ordinarily include, among 
other items: 
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a. Computation of interest on individual interest-bearing securities. 
b. Ascertainment from public sources, or by direct inquiry from 
corporations whose stocks are held, data as to amounts, record 
dates and payment dates of dividends declared. 
3. The client will hand you a schedule relating to properties leased 
to others. Scrutinize leases and compare income and expenses with 
previous year, accounting for important differences. 
Nontrading deductions 
1. Examine accounts and schedule, if important, by classifications 
such as: 
Interest expense: 
Notes payable 
Miscellaneous 
Loss on securities 
Loss on sale of properties not used in operations 
Nonrecurring items 
Miscellaneous, separating substantial items. 
2. Make such comparisons and tests as will constitute reasonable 
substantiation that all deductions have been correctly calculated and 
properly recorded. 
SUPERVISION 
In reading this case study, it will have been apparent that the program 
as presented is directed to the senior accountant and his staff and does 
not discuss the work performed by the partner of the firm of public 
accountants. No attempt is made to outline in detail the partner's con-
tribution to the engagement. Aside from his part in the annual revision of 
the audit program and preliminary discussions with the client, the partner 
remained in close contact with the work at all times. He received periodic 
reports from the senior on the progress of the work and discussed the 
various problems that arose with the senior and, where advisable, with 
the client. By this procedure, the partner ascertained that satisfactory 
progress was being made and, more important, that each phase of work 
was reviewed by the senior as it was completed. 
At the conclusion of the work on internal control and accounts receiv-
able (aging and confirmation), the partner reviewed the working papers 
and discussed the findings with the client. In particular, the client was 
again advised of the desirability of a staff of internal auditors; while no 
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direct action was taken, the client agreed in principle and may take 
action in the near future. 
At the conclusion of the work undertaken in the period after the close 
of the fiscal year, the partner reviewed the working papers and the draft 
of the proposed report. He then discussed the results of the audit work 
with the client and submitted the report draft for suggestion and 
criticism. An agreement was reached as to form and content of the 
report and, except for the actual issuance of the report, the engagement 
for the year ended January 31, 1947, was concluded. 
